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Commission Calls for Restructuring of Housing Finance System 


The President’s Commission on Housing has released a preliminary report which calls for a 
restructuring of the Nation’s housing finance system to ‘‘insure an adequate supply of housing finance 
for the 1980’s.’’The Commission, appointed by the President on June 16, 1981, said that it foresees 
**substantial consumer demand for housing in this decade, but believes that basic reforms are required if 
this demand is to be met.”’ 


Commission Chairman William McKenna said that the ‘‘current structure of the housing finance 
industry worked well in the past, but — given the financial and economic environment of today — has 
become inadequate.’’ He noted that two challenges must be addressed: the vitality of institutions that 
have traditionally specialized in mortgage lending needs to be restored, and ways must be found to 
encourage a wide range of diversified institutions to invest more heavily in residential mortgages. In the 
preface to the preliminary report, the Commission said: ‘‘Dramatic changes have taken place in the 
financial system of this country in recent years. Indeed, the system of housing finance in the United 
States, driven by economic and market pressures, is in transition. Further change is inevitable. Within 
this shifting environment, a more broadly based and revitalized system of housing finance is essential if 
the Nation is to meet the considerable demands for housing during this decade.”’ 


The 55-page-report on Financing the Housing Needs of the 1980’ s highlights the importance of housing 
finance and focuses on ways to provide a more reliable supply of residential mortgage credit over the 
long term. It discusses the need for changes in the legal and regulatory structure governing the 
operations of private housing finance specialists, the implications of such changes for the overall supply 
and cost of mortgages, the importance of thrift institutions as a continuing source of mortgage finance, 
and ways to encourage diversified institutions such as commercial banks, pension funds, insurance 
companies, and finance companies to invest more heavily in residential mortgages. 


Seeking Long-Term Solutions 


The first chapter of the six-chapter report provides a brief discussion of the evolution of the present 
housing finance system, outlines the types of changes that are needed to allow mortgage lenders and 
borrowers to compete more effectively for funds in the coming years, and summarizes the 
recommendations of the Commission. Chapters two through five provide background information and 
analysis supporting these recommendations. The final chapter discusses housing finance patterns that 
the Commission says are likely to evolve within the next decade. It also considers how the 
recommendations can influence the process of change in ways that will lead to a stronger and more 
resilient system. 


Noting that the current problems of the housing industry and the housing finance system are closely 
related, the Commission said that both ‘‘are strongly affected by events in the overall economy and by 
the structure and behavior of interest rates.’’ Since the mid-1960’s, the report said, high and variable 
rates of inflation have raised the level and increased the degree of fluctuation in market interest rates, 





thereby making housing construction and finance more volatile. In order to deal with this problem, the 
Commission said, it is necessary to bring down the rate of inflation through consistent monetary and 
fiscal restraint over a long period of time. It said that a reduction in inflation ‘‘will bring about lasting 
reductions in mortgage and other interest rates, and will constitute the most effective contribution 
Government can make to housing stability and to mortgage finance.”’ 


The preliminary report said that thrift institutions have a long tradition of mortgage lending, and they 
probably will continue to be an essential component of the housing finance system. It said, however, 
that diversified investors such as commercial banks, insurance companies, and pensions funds will 
need to play “‘an increasing role in addressing the housing finance requirements of the future.’’ 
Acknowledging that investor participation will be motivated by the profitability of the market, the 
report said that ‘‘Government can help to achieve this result by providing economic incentives for 
mortgage investments, by dismantling rigid or costly regulatory barriers, and by encouraging the 
development of mortgage instruments that will appeal to both borrowers and a wide range of investors. 


Calling for broader operating powers for thrift institutions, the Commission said that developments in 
financial markets clearly indicate the need for such powers and for modification of special tax 
incentives designed to keep the assets of these institutions concentrated in residential mortgage 
instruments. The proposed expanded powers, the report said, will give individual thrift institutions 
greater flexibility to adjust to shifting demand and supply conditions in local, regional, and national 
markets. Over the long run, it added, broader powers should result in a healthier, more adaptable, and 
generally faster-growing industry. 


The Commission reasons that, to the degree that asset diversification by thrift institutions would result 
in a Slowdown in the growth of mortgage supply, mortgage yields would tend to rise relative to other 
capital market yields, and investors who operate in both mortgage and bond markets would then move 
funds into mortgages. “‘In properly functioning markets,’’ the Commission reported, ‘‘the final result 
wouid involve a different structure of mortgage supply, but the overall level and the cost of mortgage 
credit should be essentially unchanged.”’ 


Recommendations Aimed at Housing Credit 


The Commission said that its recommendations in the area of housing finance are directed toward a 
single goal — the creation of a system that will provide a stable and growing supply of housing credit, at 
reasonable cost, with minimal Federal involvement. Recognizing that substantial changes in the present 
system of housing finance are already underway, the Commission proposed long-term 
recommendations designed to lead to a *‘strong and resilient system of housing finance that will be able 
to compete in this changing environment.”’ 


The recommendations are organized around five premises: 


@ First, the asset, liability , and service powers of depository institutions must be broadened in order to 
permit traditional mortgage finance specialists to compete more effectively in the markets for funds 
over the long term, and allow banks and thrift institutions to expand their real estate activity. 


© Second, in order to stimulate a variety of lenders, such as commercial banks, to increase their 
mortgage holdings, the same tax incentives to encourage mortgage investment should be applied to all 
types of financial institutions. 


@ Third, laws and regulations that restrict the flow of funds to housing from any source, or unduly raise 
the cost of mortgage credit for borrowers, should be eliminated. 


© Fourth, mortgage contracts that meet the diverse needs of both borrowers and investors should be 
developed, and secondary markets for mortgages and mortgage-backed securities should be 
strengthened. 





e Fifth, the roles of Federal agencies in underwriting credit risks on mortgage instruments and in 
channeling funds to mortgage markets from other sectors of the capital markets should be reevaluated. 


Recommendations outlined in the preliminary report deal only with the first three areas — operating 
powers of depository institutions, tax incentives for mortgage investment, and laws and regulations that 
adversely affect the supply and cost of mortgage credit. The Commission said that additional 
recommendations in these areas, as well as others addressing the short-term problems of housing 
finance, the development of primary and secondary mortgage market instruments, and the appropriate 
roles of various Federal credit and insurance programs, will be contained in its final report scheduled for 
about April 30, 1982. 


Selected recommendations from the report are summarized below: 


e Savings and loan associations and mutual savings banks should have powers sufficient to enable 
them to serve the deposit and credit needs of all sectors of the economy, including, among other things, 
the expanded authority to invest in residential and nonresidential real estate loans, whether first or junior 
liens, without loan-to-value restrictions or mortgage insurance requirements. 


@ The powers of thrift institutions also should be expanded in selected areas, subject to percent-of-asset 
limitations and regulatory supervision. 


@ The powers of commercial banks to invest in residential mortgages and real estate should be clarified 
and expanded, in order that banks can continue their important role in housing finance and be 
competitive with other institutions such as thrifts and investment banks. 


e Thrift institutions and commercial banks should be provided where necessary, with authority to (1) 
engage in activities incidental to the exercise of authority conferred by law; (2) make over-the-counter 
sales of certificates backed by mortgages or by equities in real estate, with or without recourse; and (3) 
make over-the-counter sales of interests in loans originated and held by them, subject only to the 
regulations of their respective supervisors and the Federal deposit insurers. 


e@ To encourage greater residential mortgage activity by a broader range of institutions, equivalent tax 
incentives should be provided to all types of investors with similar portfolios. At the same time, the tax 
law should be amended to permit thrift institutions to reduce the concentration of mortgages in their 
asset portfolios and still qualify for the same level of tax advantages as in existing law. 


e Action should be taken at the Federal level to prevent, or to discourage, States from restricting the 
enforcement of clauses in outstanding mortgage contracts that give lenders the option to declare these 
existing loans due and payable in full upon sale of the mortgaged property. 


@ Lenders and borrowers should have the option to negotiate the inclusion and the price of due-on-sale 
clauses in all mortgages to be made in the future. Thus, Federal regulations should be changed to permit 
the inclusion of due-on-sale clauses in mortgages that are insured by the Federal Housing 
Administration or guaranteed by the Veterans Administration. 


© All State-chartered savings banks and savings and loan associations should be permitted to convert to 
Federal charters, and vice versa. All federally chartered S&L’s and savings banks should be permitted 
to convert from mutual stock forms, and vice versa. All Federal S&L’s should have the opportunity to 
convert to savings banks, and vice versa. The Federal Home Loan Bank Board should be provided 
with authority to grant de novo Federal stock charters to savings and loan associations. 


e Interstate and interindustry mergers sought by the private sector should be permitted in the evolution 
of a financial system that will provide financial services at the lowest possible cost to mortgage 
borrowers and other participants in the financial markets and will lead to more stable flows of housing 
credit. 





e Regulatory authorities should continue to have, and to use, the power to arrange interstate and 
interindustry mergers and acquisitions of institutions whose viability is evaluated as uncertain by the 
regulators. Supervisory mergers and acquisitions should cover a broad range of situations. 


Copies of the preliminary report on housing finance, Financing the Housing Needs of the 1980's, are 
available from the President’s Commission on Housing, 730 Jackson Place, N.W., Washington, D.C. 
20503, while supplies last. 


Significant Litigation 


National Development Corp. v. Township of Harrison and HUD, No. 81-413 (W.D. Pa., filed Oct. 15, 
1981) — Third Party Complaint 


A housing developer brought this action against the Township of Harrison, Pennsylvania, alleging that 
the Township had denied a building permit and withdrawn a previously issued permit for a Section 8 
family project called Village Green, and that the Township’s actions were motivated by racial 
discrimination. The Township filed an answer denying plaintiff's allegations, then filed a third-party 
complaint against HUD, alleging that HUD improperly approved the Village Green project, and that 
HUD was penalizing the Township, through withdrawal of CDBG funding, for its opposition to the 
project. 


Specifically , the Township makes three claims against: HUD: (1) that HUD approved Village Green in 
violation of an alleged agreement to consult with the Township on plans for the project: (2) that when the 
Pittsburgh Area Manager approved the project, he was seeking or had obtained employment with 
plaintiff, in violation of applicable conflict of interest requirements; and (3) that HUD induced the 
Allegheny County Board of Commissioners, the chief executive office of the Allegheny County Urban 


County , to withdraw CDBG funds which otherwise would have been passed through the County to the 
Township, (a participating member of the Allegheny County CDBG Urban County) as punishment for 
the Township’s opposition to the Village Green project. 
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